
! We anhcipste h m m g  future operating and net Iosiei We have incurred aperaring and net losses every year since we 
began operations We have Invested significant amounti of capital and other expenditures tn developing our burmess and deploymg 
our netuorki Systems and ierwces and %'e will continue to invest capital for the operauon of our busmess We ~ 1 1  c~n imue  10 have 
significant operating and net losses 10 our business until a e  establish a ruffjcient revenue-generating customer hare 10 c o w  our EOSIS 

h r  the quaner ended September 30. 2003, we had net operating losses afS60 7 million and net losses including reorganization iirmi 
ofS63 I million Even i f w e  emerge from bankruptcy we can make no assurances that we will a e h w e  or sustain profitability or 
generate rufficient operating income to meet our working capital c~p i t a l  expendnure and debt sewice requlrementr 

Our customer ~ o n t i a ~ t  W i t h  Level 3 Communlestlonr represented 14% of our t o l d  revenues for the quarter ended 
September 30,2003 and the loss of this customer would matenally and adversely impart our business. Our largest cu~tomer IS 

Lerel 3 Communications. Inc ,who  i s  the assignee of Genuit) Solutions In< s ~nteresi ~n the Genuay/Aliegmce Integrated ~ e t w o r l  
Solution Purchase Agreemen1 Revenues from this contracl were $21  3 million and $26 2 million for the three months ended 
September 30 2003 and 2002. and $84 2 million and $60 5 million for the mne months ended September 30.2003 and 2002. 
respectiwly This represented 14% and l2Yb ofour lola1 revenues far the quaners ended September 30.2003 and 2002. respectively 
and 39% and 37% of our data rebenues for the same periods In addition. approximately 85% of the reciprocal compensation earned 
by us from other carriers IS a i  a result of the other carriers termmuung the Level 3 traffic on our networks Reciprocal compensation 
revenues for the three months ended September 30 2003 and 2002. were $4 0 million and $7 I million and for the nine months ended 
September 30 2003 and 2002 were $19 8 million and S25 0 million. respectively We nnncipate that Level 3 wi l l  continue to be our 
largest customer for the foreseeable future If we fad  10 meel the performance uamanties under this contract or fulfill cenam other 
nhl!gatlons under this contract, Level 3 may be allowed 10 offrel future payments to us and If such failure  continue^ for an extended 
perlod of time Level 3 could terminate this ~ m t r a c t  The conIrocI ionlains specific provisions that dlow Level 3 ( a i  to decrease IIS 

purchase commitmeni in cenain iitualmns, including but nor limited to If Level 3 's  customer AOL reduces 11s sew~ccs with Level 3 
under L e d  3 i contract w t h  AOL. or (bi  to decrease the purchase commitment or terninate the conlra~t  If Level 3 recewes a bona 
fide c ~ m p e t i t ~ ~ e  offer for u cenain amounl of services from h third pany for rervice~ similar in type to the services provided by 
Company under the conmct and the Company does not agree to reduce i ts  pnces ID match the competitive offer In addamn. i f the 
Company matches any qualifying competitive offer from a third pa#? the Company could enpenence reduced revenues l fwe were 
Io lose some or a l l  of the revenueb under the contracl. we do not helicve we could Implement sufficient coSl-cutting measures to offsel 
such decrease in revenues or be able to replace the revenues 10 a FhM period of time The resulting reductton m revenue (mcludmg 
reduction in ieclprocal compensation revenuesi andlor loss of this contract would hare a material adverse e&ct on us Please see the 
dtscusslon of this c u m m e r  contra~t under "Management s Discuriion and Analysis o f  Financial Condition and ResulU of 
OperatlDns " 

One of our prnmsry IOYOKC processing vendors has a *'going concern" quslificinon and an) financial dimcultiei 
experienced by 11 could have 80 adverse lmpsct te our burmess 
~ g r e e m e d ' l  wnh Daleen Solutmns. Inc ("Daleen") Daleen IS one of our pnmaly lmolie processing vendors for htllmg our 
customers and we believe that the amounts paid by us under the Bllllng Agreement represent a rubstantla1 ponlon of Daleen's 

The ortgmal t e r n  of the Bdling Agreement expires on December 3 I, 2003 and automatically renews for additional one year 
terms, unless either pany gives the other pany notice of IU intent to nor renew this agreement a1 least slrry days prlor IO the explratlon 
of then enlstmg term On Ocrober 30,2003, Daleen notified us that 11 was electing to not renew the Bllllng Agreement. but that 11 
uould lhke to dtrcuss the terms of a new cont ra~t  On October 3 I ,  2003, Daleen filed a Mollon For Relief From the AUtOmatlC Stay 
h d e r  Sectmn 362 of the Bankruptcy Code ("Motion") seeking re l ief  from the automatic stay so that 11 could send us nollce of 11s 
intent io elect to not renew the Billing Agreement On November 19,2003. the Bankruptcy Coun dented Daleen's Mollon, but 
Daleen may appeal the Bankruptcy Coun's ruling If the Bankruptcy Coun'r decwon IS not appealed or upheld on appeal, the Bllllng 
A,greement wrll renew on December 3 I ,  2M)3 for an additional one year term on the same terms and condmons as the existing Blllmg 
Agreement 

W e  have an lnvolce processing agreement (the"B<lllng 
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such as those we use for many of our data and integrated voice and data servlcei. subloopr. network interface devmcer. the htgh- 
frequency portion afrhe loop switching. and interoffice lransmmmn facillries The FCC announced 115 declslon on Februaw 20 2 0 0 3  
in the triennial review proceeding and released the written order on August 2 I, 2003 In  addition. the FCC has subsequently ,$rued 
clanficaimns 10 the order through errata General highlights of the order are as follows 

In  general the FCC s triennial reriew order revired 11s standard of revie% for determining when unbundled network 
elements are made available 10 Competitors Spcctficall) the FCC s revised rrandard recagnmd the benefits 01 
facilities-based compeiifion and confinned that continued pravirion o f  UNEs IC essential IO the growth of faolictes- 
based networks such 8s those operated by us 

With r e s~ec t  to unbundled switchme. the FCC adooted B ~rocess uherebb the state nuhlic utilities c n m m i r ~ m  will 

r)\ternbl and could potentially enhance OUT ability IO transition new customers to our networks 

1 he decision also confirms that facilities-based competitive carriers l ike us can continue to obtain access to loops m 
a l m ~ s l  a l l  markets The FCC also clarified the conditions under uhich the Bell companies must make availnblr 
unbundled loops for competitors This should reduce the time t t  takes us to ~nsta11 a customer E S C T Y I C ~ S ,  especially 
i n  ccrtdin ILFC aceas 

On transport I~SUSS. the FCC adopted a standard propored by us whereby trvnrpon will be taken off the U h E  l i s t  on 
d iomc-specitic basis when there are IWO competitive wholesale providers oftranspon or lhrer self-prunsranrd 
transpon links by non-ILEC SOUCCCI This approach ( 5  consistent Uith OUT smart-build strategy for l o c d  lranspon of 
using ILEC facilities only as a tranrilion to dark fiber orthe facilities of other prwtderr 

The FCC decision also makes 11 easier for competitive carriers like us to obtam Enhanced Extended Lmks ("EELS") 
rhese are combmauonr o f  loops and lrsnsport that connect back to the competitive carrier's w i t c h  Although we do 
not currently use EELS on an extensive basis, this arpct  of the triennial review gives us an opportunity to effciently 
expand our fachtles-based network to additional areas not directly accessed by OUT current ~ o l o ~ a t i o n  footpnnr and 
10 potenlially reduce the number o f  C O ~ O E B ~ I O ~ S  we have thereby reducing our network costs 

The FCC exempted hybrid fibericopper loops that provide packetlied data tranSmiSwm from the UNE rules The 
FCC preserved access to high-capacity loops, such as DS I 's, DS3'5, dark fiber and capper subloops that tmnsmit 
~ e r v i c e s  using existing TDM (time division multtplexmgl technology Since virtually a l l  of nvr current business 
customem are served using unbundled copper loops or DSl's that use TDM technology, the FCC's exemption o f  
hybrid fibericopper loops that provide picket-bared technology should not impact our current operations In  the 
iurure. as new packet-based technologics are deployed m the IwcpI Imp mfrartmcture. this mling by the FCC could 
cause an adverse impact on our ability to compete with the LLECs for small to medium-sncd business cutomem 
We and other competitive c a r r i m  have appealed the broadband sections af the tncnnial review order ~n the D C 
c u c u ~ r  Coun of Appeals based on our view that the FCC's exemption of hybndlfiber Imps IS unlawful and m 
v~olatmn of the Telecommunications Act of I996 We are unable fa predict a1 this time the timing or Outcome of the 
decision by the D C Circuit Court on this matter 

The FCC also exempted from unbundling any end-to-end fiber loop that IS defined as fiber-to-the-home ("FTTH) 
for new greenfield developments After the release o f  the triennial review order, the FCC issued an errata that 
expanded the FTTH definiuon beyond residential dwellings to include end-to-end fiber loops that also extend a l l  the 
way to a premise that would include m a l l  businesses that we might serve We and other competitive carriers have 
sought a stay of rhts aspect ofthe triennial mwew order which IS also pending before the D C Circult Court of 
~ p p e a l r  The D C C~rcuit has subsequently consolidated a l l  stay motions and appeals of the lnenntal review order 
and has mdmted 11s mtent to canrider a l l  challenges to the lriennivl review order on an expedited basts The Caun 
has announced a schedule for heanng a l l  of these appeals with oral arguements scheduled for January 28.2004 We 
antmpate a decwon from the D C Circuit Coun could be issued as early ar the second quarter of 2004 I f  the 
F r T H  section ofthe tnennial review order 1s not ultimately ovenurned 11 would prevent us from belng able lo 
provide services to small businesses m new greenfield developments 
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In addrrion 10 fhe potential impact on our business from the hybndifiber loop and the FTTH ~ e ~ t m n s  of the frtenn~al revtew, 
the ILECs have recently filed petitions for reconsideration at the FCC seeking greater relief from cenaw addltlonal aspects ofthe 
FCC s decision There pelitions seek to expand the FTTH new-build greenfield exemption to apply also to fiber-to-the-curb 
deploymentr as well Wc and other COmpelitiYe carriers are o p p o r q  these petmonr at the FCC. and a decwon could be fonhcomtng 
in the next few monlhi If the FCC should gram one or more of these ILEC requests. 11 would matenally reduce the number of small 
businesses that we can sene and would have a matenal adverse effeci on our busmess 

Any action by the FCC, stale reg~lalors or the couni limiting the a\ailability of unbundled netaork elements. espec~ally 
unbundled local loops network interface devices or interoffice transmission faulities. could l n c r e a ~ ~  our costs and othewlse ha\e a 
matenal adverse impact on our business 

On Februaly I?: 2002 the FCC released a Notlce of Proposed Rulemaking requestmg comment on the future regulat~~) .  
lrralmem of z ireline broadband Internet access serv~ces The FCC has Lent~tively concluded that when an entity provides wtrelme 
broadband Interne1 access over its own lrmsmtsnon faciliiter. the service should be classified as an information ~ervcce. rather than B 

lelecommunicmons S ~ ~ V I L ~  If the FCC adopts this concIusion. wireline broadband Internet access serv~ccs provided by local 
exchange camem would be subject to substantially less regulation, and this could result in the incumbent carriers not having to 
provide unbundled loops or unbundled high capacity digital loapr over the lines used by us to provide broadband Internet access We 
purchase unbundled high capacity digital loops from incumbent carrws lo provide our own broadband Internet access senv~ce and 
integrated access serwce While we cannot predict the oulcome of this proceeding. any cunailmenl of the incumbent carriers' 
unbundling obligations for the loop component used by them to provide broadband Internet access serwces or changes in the L O S ~  

basis therefore could materially increase our LOIU and adversely affecl our ability 10 cumpele effectively with the incumbent carriers 
broadband lnternel accev products Our current underslandinp IS that the FCC will issue this rulemaking I" the near future 

In  early May 2003 the l l l i n o i ~  legislature passed and the governor signed legirlaiion that could significantly increase rates 
for unbundled local loops that SBC charges to competitors including us ~n Illinois We are currently evaluating the impact of the 
legislation on our business, but we expect that OUT network expenses for unbundled loops in certain local calling zones of the Chicago 
melropolitan area may be increased IO a level that will make our products and services less competitive with SBC's retail offenngs 
The legislation grandfathers up to 35.000 existing Ihnes under the old rates for two years but applies to a l l  new in~ta l la l ion~ 
tmmrdtately In addition. any lines that churn off of service may not be replaced by new lines at the grandfathered rate, but rather will 
be at  the new rates A l~wsuit  was filed reeking to ovenurn the Illinois law tn federal district coun and reeking a way of the 
effeeuveners of the law The dutrlct coun ovsnurned the law and rrayed the effectivencrs of the rate mcrease The seventh circuit 
mun of appeals upheld the lower district cwn decision It  is not clear whether SBC may appeal this ruling to the United Stales 
Supreme Coun If the district coun's decision IS not ultimately upheld, we may have lo significantly reduce or abandon our effanr to 
add neu lmes or customen in cenain calling areas of 111tno~s and evaluate the viability of  continuing to operate in the Chicago market 
when the two year grandfathenng pen& has expired Ifthe distnct coun's decision IS ultimntely ovenurned or other sldtes in whlch 
we operate were to enact similar legislation, 11 could hare a matenal adverse impact on our business 

The FCC has lssued a N m c e  of Proposed Rulemaking to examine and potentially revise the procedure and rules for 
calculamg the pnces that ILECs charge c o m p e t m r ~  for unbundled network elemenls (LINE51 The process could result in an increase 
(posstbly matenall m the pnces that we pay the ILECs for UNEs A material increase m U N E  pnces, erpeclally for local loops and 
local transpon. would have a maienal adverse impact on our business 

The  regulation O I P C P ~ ~ J  charges IOVOIVCS ~ncertamnes, and the resobtlon of these uncertaintier could adversely affect 
our bUS,ne~s N e  cam " B C E ~ S S  charge ' revenue by conn~clmg OUT voice service customen to their selected to11 and long dislance 
carriers for outbound calls or by dehvenng inbound toll and long distance trafflc to our voice Service customers Our tnterslale access 
charger were filed largely mirroring those used by the Nauonal Exchange Carrier Association ("NECA"). an assoaatton of 
Independent local exchange carr~rs .  and OUT state access charges were generally set ai rates comparable to those set by state 
assoc~at~ons simtlar 10 NECA or ofindwidual incumbent camem operating ~n other areas within the same slate These charges are 
generally higher than those charged by the larger incumbent local exchange carriers operatmg tn the Same areas because these large 
mumben t  local exchange camers have many more c ~ ~ t o r n e r ~  and therefore have lower per unit costs Access charges are intended to 
compensate the local exchange camer for the costs incurred m ongmating and terminating 1011 and long distance calls on 11s network 
and we belleve OUT access charges are appropnately set at IPYCIS approximately the Same as those of the smdller carriers but we 
aa t c~pa te  that there rates wall declme oyer time Our switched access rates will have to be adjusted 10 comply with future decwons of 
the FCC or \late commtssmnr and these adlustmenis could have a matenal adverse effect on us We have entered into a limited 
number of  agreement^ wlth other carriers regarding access rafts which settled muin access charge disputes We are m the process of 

36 



evaluating these agreements to determine whether to reject or assume these agreements in OUT Chapter I I bankruptcy cases There can 
be no assuranrr that we wi l l  be able 10 reject those access agreements. if we are able to reject such agreemenu. we belleve the other 
caniers would need lo pay us for access at our higher lanffed rdtes which could increase our access revenues 

On Apnl 27 2001. the FCC tssued a Repon and Order m the Access Charge Reform docket addressing competitive locnl 
exihange carner interstate BCEeS? charge rates The FCC established safe harbor benchmark intersfate rates that decrease ovei three 
years to the rates charged by mcumbent l o d  exchange carriers The FCC stated that interexchange carriers must pay the benchmark 
rates for the lnteistate access Services they receive or face Sutt tn federal LOUT! AT&T has appealed the FCC's Repon and Order to the 
U S Coun of Appeals for the Dl~t r ic l  ofcolumhia Circult On Apnl27, 2001 the FCC also released a Notice of Proposed 
Rulemaking pursuant lo which 11 IS examining all forms of interc~rrier campensatm including access charges, and seeks comment on 
the feasibility of adopting a bill-and-keep approach for 811 such compensation Federally-mandated reducttons access charges or 
adopiion o f a  bdLand-keep approach could h a w  a maten31 a d w x  effect on us I f  w e  are unable to offset them with other revenues 

On May 31. 2002 WorldCom Network Services. Inc filed an informal complaint against us at the FCC claiming that it  IS 

enlitled 10 a refund o f a  ponron of the memtale swvltched access charges paid by WorldCom to us pnor to the effective date ofthe rvfc 
harbor benihmark rates that i t  alleges were unjust and unreasonable We have rmce settled this matter. along with other disputes that 
each party had against the other The seltlemenl was effective April 15 2003 and was approved by the Bankruptcy Coun in the 
VforldCom Chapter I I proceeding on May 2R 2003 We have not yet assumed this agreement in our Bankruptcy Case and we are 
eualuating whether to assume or reject this agreement 

On May 31 2000 the FCC approved a proporvl made by B ~oalit ion of the  largest incumbent local canters AT&T and 
Sprint, to restructure interstate access charges Pursuant to the proposal cenain incumbem camem designated as ' pnce cap' 
Incumbent lo ia l  ~arners. are required 10 reduce their interstate access rates to targeted levels approved by the FCC or submit cost 
studlei to justify different rates We anucipate that  tmplementalmn of the  FCC's decision will lead to an Industry-wide reduction I" 

interstate access rates, even by those carrim that are no1 bound by the decision. includrng smaller c a m m  Reducuon m interstate 
access rates will have a material adverse effect on UE unless we are able to offset the access revenues with other ~cvmues 

Several states m which *'e offer inlrasfate access senices. indudme Colorado Maryland. Massachusetts. Missouri New 
Jersey, New York, Texas Virginia and Washington, have proposed or required that access charges ofcompelittve local carrirr~ be 
capped at the raws charged by incumbent local caniers operating !n the same area as the competitive local earners wtth respect to calls 
origrnating or termmatrng in such area, excspt where the compelitwe carner can establish that its coas~ust i fy  a higher access rate 
through a formal cost proceeding We believe that ~f IS possible that other states WIII enact similar requirements We also believe. 
however that 11 IS more likely lhat many states wd1 use the same approach for intrastate long distance as the FCC ultimalely decider to 
use for ~nterstate long distance If these proposals are adopted. they could have a material adverse effect on our revenues 

We could lose revenues 11 calls to Internet serv~ce provlderr are treated 8s long dlrtnnrr lnterstste cdll. We earn 
"reeqrocal compensation" revenue by terminating on our network, local calls that originate on another camer's network We helm e 
that under the Telecommunications Act of 1996. other local exchange carriers should have to compensate us when thew cuslomers 
place calls to our sustomers who are Internet SC~YICC providers Most incumbent local earners disagree A majonty of out reclprnal 
compensatton revenues are a result from calls to our customers that are Internet service providers, such as Level 3 Regulatory 
dectstons provldmg that other camem do not have to compensate us for thpse calls could limit our ahtllty lo service thls group of 
cust~mers profitably and could have a material adverse effect on us Given the uncertainty as to whether reciprocal compensat3on 
should be payable tn conne~tion with c a l k  to Internet service providers, we recognize such revenue only when realizatm of11 IS 
probable In addmon, the per minute compensation rates the FCC established for calls to Internet service providers under new 
~nterc~nnectmn agreements are s~gnificantly lower than the reciprocd compensation rates under our pnviour agreements Although 
no order has yet been Issued, 11 has been reponed that on August 7, 2003, the Minnesota Public Utilme~ Commlsston established a rate 
of zero cents for the end-office swltchmg component of te rmmling  local calls subject to reciprocal cornpensallon We believe, based 
on the recommendation ofthe Commission staff, that this reduction wil l  not take place until we negouate and execute an amendment 
to our merconnectton agreement with Qwest m Minnesota to reflect this regulatory change These reductions m cornpensatton w11I 
have a material adverse effect on us If we are unable to offset them wllh other revenues 

The obligation to pay reciprocal compensation does not extend to long distance ~nterstate calls The FCC m Its DeclaratOIY 
Ruling ojFebruary 26, 1999, determined that Internet serwce provlder traflic 15 InterSlate for jurtsdlctmal 
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purposes but also determined that 11s current mles neither required nor prohibited the payment of reaprocal compensa tm for such 
c a l k  In the absence ofa  federal rule. the FCC determined that stale Commissions had auihority to mterpret and enforce the reclpro~al 
cornpenratton provisianr of existing intercmne~tion agreements and to determine the appropriate treatment of Internet servtce 
provider traffic ~n arbitrating neb agreements The Coun of Appeals for the District of Columbia Circuit issued a decision on 
March 24 2000 vaeaung the Declaratory Ruling The C O U n  held that the FCC had not adequately explained its ~ i i n ~ l ~ l ~ i o n  that calls to 

Internet senice providers should not be treated a6 ' local" traffic On April 21 2001. the FCC issued I ~ E  Order on remand from the 
Coun of Appeals and concluded that I! had erred tn 11s analysis a i  Internet traffic in the Declaratory Ruling In that Order. the FCC 
categorized such traffic as "information access' and held that 11 6s not sublect io reciprocal compensation obhgruonr bonetheless, 
established an interim transitional recovery mechanism pursuant to which Internet sewice probider traffic will continue to be 
compensated. but at rates declining over a period of three years In a decision issued May 3 2002. the U S Coun of Appeals for the 
Distnct of Columbia Circuit remanded for funher proceedmgi. but did not vacate the FCC's Order on remand holdmg that the 
section of the Act on which the FCC relied did not support its ~ o n ~ l u s m n  that Internet service prowder traffic 1s not subject to 
reciprocal compensation I n  a Notice ofProposed Rulemakmg released Apnl 27. 2001 Ihe FCC rnmatrd a rulemaking to e x m m  all 
forms oflnlercariler compensation, including reciprocal compensation and sought comment on the feasibility ofadopting a bill-and- 
keep approach for such compensation Federallwnandated reductions in reciprocal compensation will have a matennl adverse effect 
on us if we are unable to oifrrl them w t h  other revenues Additional disputer over the appropriate treatment of Internet senice 
provider traffic are expected 

Our SUECISI depends on our key personnel and we may not be able te replnrc key emphqeer who I ~ P Y P ,  especially 
during our reorganization under Chapter I 1  afthe Bankruptw Code. We are managed by a number ofkey employees. most 
notably Royce J Holland. our Chairman and Chief Executive Officer, who IS widely recognized as one Ofthe pioneers 10 managing 
providers of competitwe local exchange serv~ces The loss of sewices of one or more of these key Individuals. panicularly 
M r  Holland could materially and adversely affect our business and our prospecls Most of our key employees do no< have 
employment agreements. and we do not maintain key perron 1 1 6  insurance far any ofour employees Howerer many ofthese key 
ernployrrs are covered by a key employee retenfion program uhich has been approved by the B a n h p r c y  Coun 

We are dependent on effective btllmg, EUstomer ~ervlee and Informahon ~yrtcmr and we may have dlffievlties m 
dwrlopmg, maintaining and enhancing these systems. Sophisticated back office information and proces~lng systems are vital 10 

our growth and our ability i o  control and monitor E O I ~ S ,  bill and sen ice  cuslomers mitiale. implement and track customer orders and 
achieve operating efficiencies We have introduced a new billing platform ~ C ~ O S S  our geographic markets and have begun to rntgrate 
d l  existing customers io this new billing platform Although we are taking steps 10 manage the implementation of the  new btlltng 
system and we believe that the new billing system xill enhance our ability to accurately and efficiently brill for our serv~ces, we cannot 
assure you that the transmon to1 the new billing system u1I1 nor have any adverse impact on our business We believe this new billing 
system w1l1 be more effective and accurate in delivering the quality billing functions that we need Since our mcepllon, we have also 
been engaged ~n developing and integrating our essential information systems consisting of our billing system our sales order entry 
system, our customer implementlimn system, our electronic bondmgsyrtemsand ourswitch information systems In addillon. we 
continue to megrate our acquired businesses These are challenging projects because all ofthese systems were developed by dtfferent 
vendors and must be coordinated through Custom software and fntegration processes Our sales line count and other core operaling 
and financ~al data are generated by these systems and the accuracy of this data depends on the quality and progress of the system 
)megration project Although we have made significant progress $0  our system integration effons, we have not completed zt and we 
may experience additional negative adlustmentr IO our financial and operating data as we complete thls effoon These ~ ~ J u s I ~ ~ I s  have 
not had a material adverse effect on our financial or operatlng data to dale hut unttl we complete the entlW project we Cannot a S W R  
you that any such adjustments ansing out of our systems integration effons WIII not have a matern1 adverse effect m the future I f  we 
are unable to develop acquire and integrate our operations and financial systems, our cUS1omers could experience delays m connectmn 
of SONICP, b d h g  I S S U ~ S  andlor lower  level^ of client service We also cannot assure you that any of our systems WIII be successfully 
mplemented on a t~mely basis or at all, that migratmg will be transparent to our users or that OUT systems will perform as expected 
because among other things. - we have and WIII ltkely conttnue to have difficulties in getting products and services from our vendors delivered ~n a 

t~mely and effectwe manner, at  acceptable costs and at  the service and performance level required. 

we may fad to adequately jdenttfy all of our information and processing needs. 
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+ our procesrlng or tnformatton systems may fail  or be Inadequate. 

we may not be able to effectively tntegrare such products or servtces 

we may not be able to effectirely migrate existing customers due to a dlspute with out existing billing S C ~ Y I C C I  

provider, 

* 

* 

we may fail t o  upgrade systemi as neceisar). and 

third pany vendors may cancel or fad  to mutnldin, renew or upgrade our license agreements that relate to these 
systems 

Our failure to Euccerrfully implement there syslemi would have a material adverse effect on our busmess and prospects 

W e  are dependent on man" vendors and  s~ppllerr and their financial difficulties may adversely affect our burmess 
We depend on many wndors and suppliers to conducl our business For example, we purchase OUT network assets and customer 
premise rquipment from equipment manufacturers and other suppliers and we lease fiber and other c i r ~ u t t s  from other carners as well 
as from campanler who C O ~ S ~ N C ~  these network elements for resdle Many Of these lhird p a n i e ~  have e lpenmeed substantial financial 
difficulties in recent months in some cases leading to bankruptcies and liquidations In particular. the providers of fiber for our 
metrop~lllan fiber rings as well as our long-haul fiber roules h a w  experienced financial difficulties. including difficulty in raismg the 
necessary capital to complete fiber constructmn projects and tn Some cases filing for bunkruptcy The financial difficulties of these 
companies could have a material adverse effect on our business and prospects 

On February 14.2003, Broadwng Communications Services. Inc , a supplier of long distance ~ewices to US. alleged that we 
mere tn material default of our Mnster Service Apemen1 with Broadwing Broadwing IS demandmg $6 6 million i n  disputed charges 
and IS threacenmg io terminate s e i v ~ e  Io our customers Broadwing has also demanded an additional s e ~ u n t y  deposit from us In  
response. we sought and received a temporary restraining order An agreed preliminary inpnction was signed on April 17. 2003. 
preventing Broadwing from terminating our ssrvtcc and referring the dispute to arbitration This dispute has been stayed while we are 
~n hnnkruntcv We have not included this dimute sn network costs as of Seotember 30 2003. as we believe I,  IS not orobable that we 

Our finannal reIUltl could be adversely affected by churn and  the finnncml dlMcultlcs orour customers. We expect 
retail as well as retail and wholesale line churn to continue to average approximately 2 %  to 3% per month. which means that 
approximately 2% IO 3% of our total number o f  retailiretail and wholesale lines in w w c e  would dxrconunue our servlce each month 
However, our ability lo retain our customers and control our churn rate (including line churn) IS dependent on a number of factors. 
including. but not I m i e d  to (a) OUT ability to prowde quality servtce. customer care and acenrate and timely billing, (b) our ability to 
offer compelitwe pricing and overcome so called "win-back programs offered by our competitors. ( c )  our ability to limely meet the 
needs and demands of our customers, (d) our ability to properly ~ n c e n l w m  our sales force to build strong customer relationships, 
(e) the economic viability of ow  customer^ (see the discussion in the following pangraph). (n  the strength and recovery ofthe United 
Stater economy, (gl our ability lo limit ssrv~cc disnrptions as we oplimtze our network and migrate our existing customers to our new 
billing platform and (h) an ability lo overcome our customers' concerns regarding our banknrptcy We can make no ~ S S U T ~ ~ E ~ S  that 
our chum rates (including line chum) wi l l  not increase If our churn rates (mcludmg line churn) increase or are higher than expected. 
this could have a matend adverse effect on our business and prospects 

We provide serwces to small and medium-azed businesses as well as network service providers Many of these businesses 
have experienced substantial financial difficulties in recent months, tn some cases leading to bankruptcies and lhqu,dattons The 
financial drffirullies ofthese companies could have a material adverse effect on our financial results If we are unable to Collect 
revenues from these customers or if such customers r v c t  the c u i l o m e ~ ' ~  contract with us in 11s banknrptcy In addition. among other 
things we believe companies m financial diffiieully are leis likely to expand their operations and related demand for communtcatmb 
~erv ices  and io migrate from dial-up lntemet  connection^ l o  more advanced dedicated connectmns such as those that we offer 

I 
The financial d imrd t l e r  of other competitive communiesttons providers could adversely aNect our busmess Many 

competitive local exchange carters, long distance cameis, and other emerging communications prowders have expenenced 
subrtant!al financtal dlffilcultm over the past year tn some cases leading to bankruptcies and liquidations 
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The financial difficulties of these companies could reflect poorly on OUI own financial stability. may dlmmbsh our ablltty to ohtaln 
funher capital may adversely affect the willingness of  potential Customers 10 move their commumcmons S ~ ~ I C C S  to an emergmg 
Eamer like Ailegiance and may result in losses or unte-offs of reciprocal compenaarm and access revenu~s from these camers 
Moreover. we have experienced efforts by established carriers to promote thir problem by suggestmg to thetr customers that they 
should not n i k  placing their COmmunmlionS s e n l ~ e s  m the hands of  an emerging C a r n w  includmg one that has filed for b a n h p t c y  
Some of our compettlori have emerged from bankruptcy and others currently ~n bankruptcy may do so as well Many of these 
companies have been able to reduce their debt and o thewire  recapllallze their business and a i  a result. may be able IO g a r  greater 
market share by reducing the pnces far [heir products and S e r v x e S  These compmer  may be able to reduce thetr pnces to a porn 
lower than our ~ r i c e s  and vet stdl be able to make a orofir hecause of rher  reduced debt We m w  h e  hustnpsr 8s a resdr o f  thlr nnre 

If we do  not intereonneet with and mPintaln efflclont working relationrbipr with our primary competitors, the 
incumbent Il)cal carriers, our burinerr wi l l  be adversely affected Many new carriers includmg us, have expertenced dlfficulues ~n 
working u i th  the incumbent local carriers with respect to imtlatmg. interconnecting and implementing the systems used by these ne*- 
carnier~ IO order and receive unbundled network elements and uholesale S ~ N I F ~ ~  and locating the new ~ a r n e r ~ '  equipment ~n the 
offices of  the incumbenl local carriers As a compeutlve crrner we must coordinate with Incumbent local carriers so that we can 
provide l k a l  S C ~ Y I C P  10 customers on a llmely and competltwe basis The Telecommunicvuons Act of 1996 created ~ n c e n u ~ e s  for 
regional Hell operating companies to cooperate with Competitive carriers and pennit access lo their facilities by denying such 
companies the ability to prmide tn-region long distance services until they have satisfied statutory conditionr designed to o p n  their 
10d rnarkeir IO compelition The FCC has granted approval to HellSouth Venmn and SBC IO provide tn-region long distance sewice 
~n every state where they operate At this tfme the FCC has also granted approval fur Qwert to provide ~n-region long distance 
serwce in ever) slate where they operate uilh the exception of A r m n a  Once uulhonzed to provide long distance srrv~ce the RBOCs 
may habe Ieqs incentive to be accommodating 10  us In addition. these companies may limit the development of their systems that they 
 ere doing prior IO being permitted to offer long distance S ~ N I C C  

The regional Bell operating companies habe been fined numerous times by bath federal and state authonties for their failure 
tu  comply with applicable lelecommumcatlons laws and regulations We do not believe these fines have had any meaningful impact 
on the anticompetitive practices of  many of these companies and tn fact behere that these practices me increasing in most ofour 
markets &e attempt IO enforce our rights against there incumbent monopolies but often times the remedies are madequate to change 
their anticompetitive practicer and in any event provtde us with link or no recovery ofthe damages we have suffered as a result of 
these practices Moreorer efforts by us to enforce our rights against these companies may funher diminish the level of coopralion we 
receive from them If we cannot obtain the foaperation of a regional Bell operating company ~n a region. whether or nor ~t has been 
authonzed to offer long distance ~ e r y ~ c e  or a regional Bell operating company otherwise falls to meet our requirements for example. 
because of ( I )  labor shorrager. (21 work stoppages or 131 disruptlon caused by mergers or other argamzallonvl changes or ternonst 
attacks, our a h h t y  to offer local SCNICCS 10 such region on a timely and cost-effective basis wi l l  be marenally adversely affected 
Sppc~ficslly. Verizon and the unwns, Communicatronr Workers of  Amenca and the lntematmnal Brotherhood of Ele~tneal Workers. 
have been working with a Federal mediator since July 29. 2003 attempting to renegotiate the applicable union contracts Although the 
union contracts expired a! mldnight August 2, 2003, Vetizon cmployees tn 13 stales and the Dl~ tne t  of Columbta have reported to 
work 8s normal We purchase S C W I C ~ S  from Verizon to enable us 10 provide services to our existing and new customers and any stnke 
by these unmns could have a mdtenal adverse affect on our business 

We have experienced difficulties also with receiving payment from the Incumbent local exchange carrters on reciprocal 
Lompensatmn access charges, and other S ~ W ~ C ~ S  provided by us to them These balances tn some mstances may he significant and 
matenal W e  have generally been able to reach mutually acceptable settlements of these amounts ~n the past. but there can be no 
dssurmLe that we wjl l  be able to do so zn the future If we do not receive payments from the incumbent local exchange carriers wvlth 
respect to these servtce~ provided by us to them andior If we are unable to reach Senlement agreemenu for the incumbent local 
exchange compantes to pay amounts owed to US. 11 could have a material adverse effect on us In addition. some of our interconnection 
agreements allow the mcumbent local exchange carriers to increase the security amount held by them In addition, Some ulilltle~ may 
seek addmonal a s w m c e s  m the form of deposm or other ~ecunty !n accordance with our bankruptcy fillngr and the bankruptcy ruler 
l fwe  are forced to increase any security provided to these earners. this w w i d  reduce the smoum of cash avahb le  for expenses of our 
business which could hare a material adverse effect on OUT business 

Our principal eompebtorr for locsl sernces, the incumbent local ~arners .  and potential additional 
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compeHiorr, have advantages that may m*tenally adversely nffeecf our ability IO compete with them. The t e l e ~ o m m u n ~ ~ a t ~ o n ~  
indutry IS highly competitive In  each of the  markets targeted by us we will compete principally wlih the mumbent local camer 
serving that area Many of our current and p o t e n t i  competilors in the local market have f inancd.  technacal. markeung. personnel and 
other resources including brand name recognitmn. subslantially grevler than OUTS. u'i well as other cornpetitwe advantages over us 
Incumbent local camem a150 enjoy other advantages that may adversely affect our ability to compete with them such as our need to 
purchase ~ r i t i ~ a l  elements ofour network from them Incumbent local carriers are established prowderr of local telephone serv~ces to 
all or vinually all telephone subscribers within their respective service areas Incumbent local carr~ers also have long-standlng 
relationships with federal and state regulatov authonties FCC and state administrative decisions and initiaiwes prowde the 
incumbent local camels with pricing flexibility for thcir 

* private limes. which are pnveie. dedicated telecommunmtms connectmn~ between cu~tomers 

special access services which are dedicated lines from P customer m B long distance company prowded by the lwal 
phone company. and 

switched access services, which referr to the call connecfion provided by the local phone company's switch between 
I CuSLOmer s phone and the long distance company's ruitch 

* 

lii addition. with respect to competitive access sewiies. such as special B F C ~ S E  services as opposed to swttched access 
,ervices, Ihc FCC has granted incumbent local carriers increased pricing flexibility and deregulation for such access  service^ after 
~ e n a i n  competitiir l e \ e l i  are reached I f  the incumbent local carriers arc allowed by regulators to offer discounts to large customers 
lhrough contract tariffs engage !n aggressive volume and term discount pricing practicer for !heir customers. andlor seek to charge 
compelilori s x c e s s ~ ~ e  fees for inlerconne~tion to their netwnrks or access to unbundled network elements. competitorr w f h  as us 
could be rnaleiially adversely affected If future regulatory decisions afford the incumbent locnl carners increased pricing flexibility or 
other regulatory relief such decisions could also have a material adverse effect an competitors such as us 

We also face, and expect 10 continue lo face. competition tn the local market from other current and potential market enlrants. 
including long dxtance camen rrekmg to enler. reenter or expand miry into the local exchange marketplace such 8s AT&T, 
Worldcorn and Spnnt, and from other competitive local carrier,. wireless carriers, resellers. compelitwe access providers, cable 
television companies. electric utilmes. microwave carriers and private networks built by large end user? In addition. the development 
of new technulogies could give rise to significant new competitors in the local market 

Significant competition in providing long distance and Interne1 services could reduce the demand for and profitability 
of our serneer. We also face slgnlficanr ~ o m p e t m n  m pmwdrng long distance and Internet S ~ Y I C C E  Many of these competmrs have 
greater financml, technological, marketing, personnel and other resources than those available lo  us 

The long distance telecommunicatinns market has numerous entitles competing for the Same EUSlomerS and a high average 
turnovrr rate as customers frequently change long distance providers ~n response to the offenng of lower rales or promotional 
mcentwes Pr~cer I" the long distance market have declined ~ignificantly 10 recent years and are expected to contmue to decline We 
face ~ompetmon from large car rms such as AT&T. WorldCom and Spnnt, wireless camem and many Smaller long distance carriers 
Other compet~tor~  mclude regmal Bell operating companies providing long distance services outside of their l ~ c a l  sewice area and, 
with the removal of regulatory barriers, long distance servlcei wtthm such local servlCe areas, other compeutive local CBmCrS. 
mlcr~wave and ~ate l l t te  c a n i e r ~  and pnvate networks owned by large end users The FCC has granted approval to provide mregion 
long dlsrance s e r v e  to BellSouth and Yenzon in all oftheir  states, to SBC Communications 10 Califomm Texas. Oklahoma. 
Msrouri Arkansas, Kansas and Nevada, and to Qwest in Montana. Utah, Washmgton, Wyoming, Colorado, Idaho, Iowa, Nebraska, 
North Dakota. South Dakota, New Mexico and Oregon We may also lncrearlngly face COmpetitiOn from companies offering local and 
long dtstance data and vmce s e r v ~ e s  over the Internet Such companies could enjoy a significant EOSI advantage because they do not 
currently pay many ofthe charges or fees that we have lo pay 

The Internet services market IS highly competitive and there are lmited banlerr 10 enlry We expect lhat competition wlll 
contmue to intensify Our compeutors in this market include Internet service providers, incumbent local camen, other 
t e l e ~ o r n m u n i ~ a t m n ~  companies, online service providers. cable compantes. and lnlernet software prowdcrs 

Our need l o  comply with extensive government regulation can increase our CDSIS and slow our growth. Our networks 
and the provwon of telecommunmtmns serv~ces are subject to significant regulation at the federal. state and local levek Delays in 
recewing requmd regulatory approvals or the enactment of new adverse regulation or regulatory 

41 



I 

requirements may do" our growth and have a malenal adverse effect upon us 

The FCC erer~ises jurisdiction over us with respect to interslate and mlernatmml sewices We must ohtam and have 
obtained through our subsidiary. Allegiance Telecom International Inc ,prlar FCC authonzatton for ln$tallatton and operatmn of 
inlernSlional faci l i t ies and the p r n ~ i ~ i o n  including by resale ofmemarma1 long distance o em ice^ 

Slate regulaluiy commissions exercise jurisdiction over us because we provide intra~tste I C ~ Y I C ~ S  We are requmd to obiam 
regularoly authorization andlor file lanffs at stale agencies in most of the stales tn which we aperate If and when we reek to hudd our 
own nerw'ork segments local authontien regulate our access to municipal nght r -ofbay  Constructing a network and selling and 
mainlaming telephone equipmenr IS also subject 10 numerous local regulntmnr such ds building codes and hcenslng Such regulations 
vary on a city by cily and county by county basis In some states we are required to obtain state contractor I i f enm lfwe do not 
obtain such required Ii~ensei we may be subject 10 finer. rev~calmn ofour cmil icates and I ~ e n n e s  and other penaltm 

Reguialors at  both the federal and stale level require us lo pay various fees and assessments, file perlodic repons. and comply 
with vannus rules regarding fhe contents of OUT bills, protection of subscnber prn acy, service qualtty and smilrr matters on an 
ongoing basis 

We cannot a w r e  you that the FCC or state commissions will grant required authonty or refrain from taking action against us 
i f w  are found to have provided service' without obtaining the necessary authorizations, or to have violated other requirements of 
thew d e s  and orders Regulators or others could challenge 0°C compliance with applicable NI~S and orders Such challenges could 
cause u$ to i i i~ur  substantial legal and administrative expenses and fause material adverse effects 

In  addition federal and state regulators regulate our ability 10 discontinue senices andlor change prices to OUT customers We 
can give no n%urance that we wll be able to discontinue unprofitable \CTVICCE to our customers in a timely fashion Nor can we 
provlde any assurance that r e  can raise prices or change our rate plans for such unprofitable services in a timely fashion Accordingly. 
we may be forced 10 continue to charge reduced pnces for unprofitable services for the foreseeable future 

Deiegulanon of the r~lerommuniratlons lndustrv IOYOIYes uneertalntles, and the resolutlon of these uncertslnt~es 
could miteri~l ly  sdwrroly affect our burinera The Telecommunicattons Act of 1996 remains subject to judicial review and 
additional FCC rulemaking. and thus 11 IS di tT1~~l t10  predict what effect the legislation wt11 have on us and our operations There are 
currently many regulatorv actions underway and being contemplated by federal and state authontm regarding interconnection p m n g  
access to and pricing for unbundled network elements and other m ~ e s  that could result m significant changes to the business 
conditions in the telecommunications industly We cannot assure you that these changes will not have a material adverse effect upon 
us On February 20 2003. the FCC announced 11s decision in 11s tnenmal review of the obligations of incumbent canners to provide 
competitors access to unbundled network elements A bnef summaly of that decision IS provided under "The regulation of 
inferwnnecti~n with incumbent local carners rn~olves umenSinties and the rerolutron of  there unceMmlxcs could adversely affrcl 
orlr burinear 

I 
W e  connnue to monitor our network from I performance and COSt prrspcctwe and BI a I C I U ~ ~ ,  our network 

optimization routines may have an adverse effect on our C U I ~ O ~ P I P  Our engineering and operatmn~ organizations continually 
monitor and analyze the utilization of  EUI network As a result. they may develop projects to modify or eltmlnate network elmum or 
colo~ation facdmes that are underutilized or unprofitable This ongoing process may result tn limited network outages for a subset of  
our  customer^, adversely affecting our relationship with them and may increase our customer disputes andlor customer chum 

Our common stack IS 8 .  extiemel) risky investment for a variety of reasons, Including those llsted m the "Bankruptcy 
Relafed Risk Factors" above. Allegiance Teleeom. Inc 'I common stock IS cunently traded on the Over the Counler B~l le l in  Board 
under the symbol "ALGXQ OB " The NASDAQ National Market delisted the common stock on May 27.2003 We believe there IS 
now decreased liquidity of our common stock Extreme caulion should be exercised with respect to investments in any of such 
SeC""1leS 

Our past acquismons may be dimcult to Integrate, disrupt our busmess, dilute our atorkholders and dlvert 
management attention We have acquired a number of companies as pan of our business plan, especlally campantes that provide 
Internet and web horrmg servtces Acqu~sition~ involve nsks and present tssues. mcludmg, among others - the difficulty of megrating the acquired operations. includmg provismnmg. bllltng and customer Servtce systems, 
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- the diversion of personnel from other business concerns and potential disruption of our ongoing business. 

expectations offinancial rerults not being met 

unanticipated COTIF associated with acquisitions. 

the difficulty in cambmng the service offerings of the acquired company with our existing senice offerings 

the inability of manvgemenl to maintain uniform standards, CUOIIOIS. procedures and policm. 

the risks ofentenng businesses and markets in u,hich we have l i t t le or no direct pnorenpenence. 

the impairment of relationships with employers or cuslomcrs of the acquired company a? a result of changes m 
management or otherwise anring out of such transactions. 

use ofrome ofouravailable cash to purchase there businesses, and 

dilution of current riockholders due 10 ~ssuances of additional securities 8s consideration for acqumlions 

* 

* 

* 

We can make 110 n ~ s u r a n c ~ s  that i r e  wil l  bc able to sucieisfully integrate acquired businesses or operations that we have 
acqutred I n  addition ue  may not achieve the anuctpated benefits from our acquIsilions l f w e  fad 10 achieve the vnticipvred benefits 
from S U L ~  ~ C ~ U I S I I I D ~ S  u e  ,nay mcur Increased exnences and exnerience B shunfall rn our anticmated revenues and we may not ohtam 
u s a t l E r m O i y  return on our investment 

ITEM 3 Qusntitahw and Qualitative Diseloeurrs About Market Rwk 

Our ~nvestment policy IS limited by our existing bond indentures and senior credit agreement We are restricted to investing 
~n financial instruments with a maturity ofone year or less The indentures require mvrstments in high quality mstruments. such as 
obligations or the  U S government or any agency thereof guaranteed by the United States of Amenca, money market deposits and 
commercial paperwith a rating of A l l P l  

b e  are thus exposed to market rsk related to changer tn shon-term U S inlere~t rates We manage these nsks by c lo~ely  
monttormg market rates and the duration of OUT mrestmente We do not enter into financial or cornmodsty Investments for speculatlon 

trading purposes and are not a pany 10 any financial or commodity derivatives 

lnt r r r~t  tncome earned on our investment ponfolto IS affected by changes m shon-term Interest rates We believe lhat we are 
to stgnlficant changes ~n fair value because of our conse~~atwe investment srrategy However, the estimated meres1 not 

income for 2003. based on the estimated average 2002 earned r3fe on mveslments. IS $4 0 million Arsumlng a IOO-hasWpo~nl drop In 
the estrmated average rate, w e  would be exposed to a $2 8 million reduction ~n interest income for the yesr The following table 
lllurtrates this impact on n quanerly basis 

Estimated average investments $ 2740 $ 2664  $ 2769 S 270 8 
Estimated average interesl earned at the 

average rate of I 44% for the year ended 
December 31, 2002 1 0  1 0  10  i n  6 4 0  

Estimated impact of >merest rate drop n i  n i  0 7  0 7  2 8  

Our outstanding long-term debt C O ~ S ~ S U  both of long-term. fined rate notes. not subject to tnlerest rate f l ~ ~ t ~ a t m n s ,  and our 
senior secured credit facilities Banowingr under our senior secured cred*t facilities mcur ~nterest at a vanable rate, based on leverage 
ratms. and 1s ~ u l ~ e n t l y  the London Interbank Offered Rate plus 4 50% Our blended bonowing rate. taking new bonowmgr into 
BCEOUIII. IS now 5 63% per annum and this interest rate wi l l  remain fixed until December 24,2003 
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Therefore we wdl not be exposed to market nsk related 10 rate tluclualronr until the end of ule founh qurner of ZOO3 

Beginning ~n December 2003 we wil l  be exposed to marker nrk  related to market changer in the London Interbank Offered 
Rate and other market indexes Based on our current I w e l  of debt the impact of a 100-basis-point increase ~n our average merest  rate 
would cause an increase in interest expense during 2003 of less ihan $0 I million 

I T E M  4 Control, ondPioeeduurn 

Our principal execulive officer and our Pnnclpal financial officrr after management's evaluation with the participation of 
such officers have evaluated the effeclweness ofour disclosure controls and procedures (as  defined in Exchange Act Rules l 3a - I5 (e l  
and 15d-l5(eIl E' of the  end of the  period covered by this repan. and have concluded that based on such evaluation that our 
dtrclasure ~mtrols and procedures *'ere effective There was no change in OUT internal control over financtal reponmg that occurred 
during the fiscal quanrr covered by this repon that has matenally affected. or 1s reasonably llkely to motenally affect our internal 
cOnlrOl "\e* financial reporung 

The campany's management tncludmg fhc CEO and CFO. does not erpecr that OUT disclosure ~ontmls or our infernal 
controls v i11 prevent all error and all fraud A control system no marler how well conceived and operated. can provide only 
reasonable not absolute aswrance that the objectives ofthe control system are met Funher the design of a control system must 
reflect the fact that there are resource m n ~ t ~ a l n l ~ .  and [he henefitr of controls must be considered relative IO their costs Because of the 
mherent limitations in all control systems no evdluation of controls can provide absolute assurance that all control ~ssues and 
mtnnces of fraud I f  any within the company have been detected These inherent limitations include the real i t ies tharpdgmems in 
decision-making can be faulry and that breakdowns can occur because of simple enor or mistake Additionally. controls can be 
oicumvenwd by the individual acts of some persons. by E O I I U ~ I I  of two or more peoole or by management orenide of the control 
The derlgn of any y t e m  of controls also IS based I" part upon Cenain assumptions about the likelihood of future events, and there can 
be no u~surance that any design will succeed in achieving 115 staled goals under all potential fuNre conditions, over time, control may 
brcome mdequaw hecause ofchanges m conditions, or the degree of compliance with the policies or procedures may deteriorate 
Because ofthe inheren1 limitations 10 P cost-effeclrvr control system, misstatements due 10 enor or fraud may occur and no1 be 
detected Based upun the controls evalu~ion.  our CEO and CFO have concluded that sublect to the limitations noted above, as of the 
date of the ~ ~ n t r o l i  evaluation our disclosure c ~ n l r o l ~  and procedures were effective to provide reasonable assurance that material 
mformatmn relating to us IS mads known to management including the CEO and CFO. panicularly during the period when our 
perlodlc repons are being prepared 

PART I1 OTHER I N F O R M A T I O N  

ITEW 1. LepdProrredmps 

Ftltlons for reher ""der Chapter I I of the  Untted Stater Bankruptcy Code m the United States Bankruptcy Court for the Southern 
D I S ~ T I C ~  of New Yark The reorganization IS b e m g p n l l y  administered undzr the caption "In re Allegiance Telecom, Inc et a1 Case 
No 03- 13057 (RDD) '' W e  are authonred under Chapter I I to ~onfinue to operate as an ongoing business as "debton ~n posresaon." 
but may not engage tn tmnsa~tmn~ outside the ordinary COU~FC of busmess without the prior approval of the Bankruptcy Coun As of 
the date ofrhe bankruptcy filmg, most pending litigation 1s stayed The righls and claims of Y ~ O U E  creditors and sefunty holders wlll 
be determined by a plan of reorgantzatlon and under the prlorily mles establbrhed by the Bankruptcy Code cenain post-petltlon 
lhabllltter and cenam pre-petition liabilities (e  g , our senior secured debt) need to be satisfied before unsecured creditors or 
stockholders are entttled to any distribution Any Chapter I I plan filed by us may prowde that unsecured crsdttors of rubstdimes of 
Allegiance Telecom, Inc wtll need to be satisfied before any dirtnbutmn to the unsecured creditors or rlackholders of Allegmnce 
Telecom, In< As n result, a plan ofreorganization could result an holders of our bonds receiving lltfle or no value as pan of the  plan 
of reorganmtton Based on current discussions with our creditors regarding a plan af reorganization. Allegiance Telecom, Inc 
common stock will probably recewe no value as pan of the  reorganizatm In light of the  foregoing, we urge that extreme caution be 
exerased wtth respect to cxirting and future mvestmenti in any of such sec~rifies and clalms A plan ofreorganlzatm mNSI be 
confirmed by the Bankruptcy Coun At this Itme. 11 IS not posrlble to predlct accurately the effect of the Chapter I I reorganlzatlon 
process on OW busmess our credttors or our stockholders or when we may emerge from Chapter I I Our future results depend on the 
timely and successful confirmation and implementation ofa plan of rrorgan~zatlon 

on ~ a y  14,2003. Allegtance Telecom lnc and all of 11s direct and indirect wholly owned subsidiaries filed voluntary 
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ITEV 2. C h q w  tn SICUII~IICS  and Use o/Prroreeds 

Not applicable 

ITEM 3 De/#uiIs Lpon Senror Secvnnrr 

On April 30. 2003 we publicly announced that we bere in default under the terms of our senlor credit agreement we ucw 
i n  default under the senior credit agreement because we failed lo. among other things (I ) comply with the total leverage covenmi 
which prahih>led us from having more than $645 million in debt as of April 30.2003. ( 2 )  comply uith the free cash flow covenant. 
whtch required us to have na more than negatwe $19 million offire cash flow I" the first quaner of2003 (31 comply wlth the 
leverage interest caverage and debt service rallos (4)  deliver an unqualified audit opmion for the period ended December 3 I .  2002 
and ( 5 )  m e r  inlo a permanent amendment to our Senlor credit agreement 00 April 29.2003. we received a forbearance from our 
lenders until May IS 2003 On May I ,  2003, we filed a Form 8-K desenbing and attaching this press release and forbearance 
agreement As u result of our bankruptcy filing. there 1s an event of default under our senior credit agreement as well BE our two 
Indenture? 

ITEM 4 Submission o/Monrrs lo ~1 Vole o/Secunry Holdsrr 

We dld not rubmil any matter Io a vote of our slockholders dunng the quarler ended September 30 2003 

ITEM 5 Olher Inlormanon 

hone 

ITEM b Exhibra ond Repom on Form 8-K 

( a )  The follouing exhibits are filed with this repon and made a pan hereof 

LIhiblt 
\umber D S W W A O "  

I 
2 
3 
4 

- . I  
31 2 
32 I 
32 1 

Statement regarding computauon of per share loss for the three months ended September 30. 2003 
Statement regardtng computatm of per share IDES for the nine months ended September 30.2003 
Statement regardmg ~ ~ m p u t a t ~ o n  of per share loss for the three months ended September 30,2002 
Statement regarding eomputatmn of per share loss for the nine months ended September 30, 2002 
Centficat~on of the Principal Exe~utive Officer Pursuant to Section 302 of the Sarbanes-Onley Act of2002 
Certification of  the Principal Financial Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002 
Cenlfication of the Chief Executive Officer pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 
Cert~fication of the  Chief Financial Officer pursuant to Section 906 o! the Sarhanes-Onley Act of 2002 

(bl Repons on Form 8-K 

\llrgmnce Telecom. lnc filed a currenl repon on Fonn 8-K on July 28,2003 reporllng that 11 was pmtponlng lis annual 
stockholders' meettng ortglnally scheduled for July 29 2003 

Alleglance Telecom, Ins filed a current report on Form 8-K on July 3 I, 2003 announclng that Alleglance Telecom Inc and 
all of ~ t s  rubiidianer filed their monthly operating Statement forfhe months of May and June 2003 wlth the U S Bankruptcy Court for 
the Southern Distnct a f  New Yark 

Allegiance Telecom. Inc filed a current report on Form 8-K on August 22,2003 dtrcussrng 11s ~esults afopratlons and 
financial condition for the fiscal quaner ended June 30 2003 

Allegiance Telecom. Inc filed a current report on Form 8-K on September 4,2003 announcing that Allegiance Telecom 1°C 

and all o f m  subsldianes filed thew monthly operating ~tatement for the month of July 2003 wlth the U S Bankruptcy Coun far the 
Southem Distrm of New York 
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~Ilegmnce Telecom. Inc filed a current repon on Form 8-K on September 19.2003 announcing that Allegiance Telecom, 
Inc and all o f m  subsidlanes filed their monthly operating Statement for the month ofAugust 2003 wgrh the U S B a n h p t c y  Coun 
for the Southern Disln~l  of Nea York 

Allegtance Telecom Inc filed a current repan on Form 8-K on October 31 2003 announcing that Allegiance Telscam. Inc 
and all o f m  subsidiaries filed their monthly operating statement for the month of September 2003 uith the U S Bankmptcy Court tar 
the Southern District of New York 

Allrprance Telecom. Inc filed a current repon on Form 8-K on hiovember 10 2003 discussing 11s results ofoperations and 
financial condition for the fiscal quarter ended September 30,2003 

SIGNATURES 

Pursuant to the requirements afthe Securities Exchange A c ~  of 1934 the Registrant has duly caused this repon to be signed 
on I ~ S  behalfby the undersigned, thereunto duly authorized 

ALLEGlAhCE TELECOM INC 
B> r s l  Royce J Holland 

Royce J Holland. 
Choirmon o/ rhe Board and 

Chrl Errmultie Ollirn 

D m d  November 19, 2003 
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Slatemant regarding compulaiion o f  per share 1 0 s  for the three months ended September 30. 2003 
Sldlement regarding cornputallon afper share loss for the ntne months ended September 30. 2003 
Statement regarding computatian of  per share loss for the three months ended September 30. 2002 
Statement regarding computation o f  per share 1 0 s  Tor the nine months ended September 30.2002 
Crnification of the Principal Executive Officer Pursuant to Section 302 o f  the Sarbanrs-Oxley Ac1 of 2002 
Cenification of the Principal Financial Officer Pur\uantlo Section 302 ofthe Sarbanes-Orley Act of2002 
Cenification of the Chief Executive Officer pursuant 10 Section 906 aithe Sarbanei-Oxley Act of2002 
Crnificalion ofthe Chief Financial Officer pursuant 10 Section 906 of the Sarbaner-Oxley Act of 2002 
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Exhibit 1 I .Z 

ALLEGIAVCE TELECOM. INC 

(Dollars in thousands. except per share amounli) 

Pnor 10 Initial Public Offering 

Afler Initial Public Offering 
1997 Common Stock Offering 

1998 Common Stock Offenng 
Preferred Stock Convened 10 Common Stock 
1999 Common Stock Offering 

Cash ~n Lieu of Stock Split 
Treasury Shares 
warrants 
Stock Options Eieicired 
trnplnyee Stock Discount Purchase Plan Sharer Issued 
Common Stock Issued for Business Acquirmons 
Restncled Shares Issued to Employers 

2nnn common stock offering 

639 inn no% 
15 on0 ooo inn 00% 
60,5ii,692 io0 no% 
21.041,ino inn nn5; 
I 0,703, I 09 inn no% 

(577) I no 00% 
(327.495) ion noyo 
973.871 100 onO.6 

1.362.257 LOO no% 
3.458 578 9 9 9 1 %  
5,874,505 in0 00% 
L . ~ O S , O Z ~  94 77%- 

639 

I 5 ooo no0 

21  n4i.100 
in.703, I n9 

(577) 
1327,495) 
973.871 

1,362.257 
3,455 455 

2.089.691 

60.51 1,692 

5,874.50s 

W E l G H T t U  AVERAGE SHARES OUTSTANDING i z n . 6 8 ~ . ~ 4 7  

NET LOSS APPLICABLE TO COMMON STOCK $ (275581 OW) 

h E T  LOSS PER SHARE, BASIC AND DILUTED $ (2 28) 

I - 



Erhibit 11.3 

ALLEGIAhCE TELECOM, INC 

(Dollsrr m rhoursndr, except per share amounts) 

639 

IS nnn.nnn 
z I ,041 . inn  
in,70:,1n9 

(5771 
(327.495) 
768 021 

1.362.257 
2,319,736 
5.558 747 
1226.768 

60.5 11,692 

639 

I 5.000 nno 
M1,511.692 
z i  n41.1nn 
10,703.109 

( 5 7 7 )  
(327,495) 
766.7R4 

1,362.257 
2 307.692 
5,558,747 

173 463 

WEIGHTED AVEKAGE SHARES OUTSTANDING 117.197411 

tiET LOSS APPLICABLE TO COMMON STOCK s ( 1 1 3  ~ in .nno)  

NET LOSS PER SHARE, BASIC AND DILUTED s (n 97) 
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CERTIFICATION 

I Royce J Holland cenify that 

1 

Z 

I have rewewed this quarterly repon on Form 10-0 of Allegiance Telecom, Inc , 

Bared on my knowledge. this quanerly repon does not conbin any untrue statement o f  a material fact or omit to state a 
material fact necessary In make the statements made ~n light of the circumstances under which such slatements *,ere made 
iiot misleadmg with respect to the penud covered by lhir repon 

Based on my knowledge the financial statements, and other financial infarmaim included I" !his repon fairly present i n  dl 
material respects the financial condition. results of operalions and cash flows ofthe regwant as of and far. the periods 
presented m this repon 

The registrant I other certifying offiicer(r) and I are responsible for establirhmg and maintaining disclosure conir01~ and 
procedures (asdefined m Exchange Act Rules 13a-I5(e) and 15d-I5(e)) forthe registrant and have 

l a 1  

.3 

4 

Designed such disclosure ~ontrols and procedures or caused cuch disclosure cont~o1s and procedures to be designed 
under our supenision. to ensure that matensl information relating Io the regirlrant, including 115 consolidated 
subsldlrnes IS made k n o w  IO us by others within those entities pmicularly during the period an which this repon 
17 being prepared, 

Evaluated the effectiveness ofthe registrant's disclosure controls and procedures and presented in this repon our 
c o I ~ c I u s ~ o n ~  aboul the effectiveness of the  disclosure control\ and procedures as of the end of the period covered by 
thv  report based on such e ~ a l u l i o n ,  and 

Dwlo ied  in this repon any change in the registrant's internal control w e r  financial reponing that oecuned during 
the reg~strant'i most recent fiscal quancr (the registrant s founh fiical quaner in the case of an annusl reponl that 
has materially affected. or 1s reasonably llkely to mafer~ally affecl. the reglitrant's Inlernal control over financial 
reponing. and 

tb) 

(c) 

5 The registrant s other cenitying offcer(s1 and I have disclosed. based on OUT mosl recent e v a l ~ a t i ~ n  of internal mntrol over 
finanLial repanmg. to the registrant's auditors and the audit commiftee o f  the  registrant'^ board of directors lor persons 
performing the equivalent functions1 

( a )  ~ l l  ~ g m f i c a n i  deficmcles and m a t e d  weaknesses in the devgn or operation o f  internal control over financial 
reponing which are reasonably likely to adversely affect the reg1slrant's ability lo record, process, Summarize and 
repon financial information. and 

~ n y  fraud whether or not matenal, that tnvol\.es management or other employees who have a significant role ~n the (b) 
reg,strant'i ,"lemal control OYer financial reponmg 

Date November 19,2003 

I 

Is1 ROYCEJ HOLLAND 
Royce 1 Holland, Chairman ond ChrefErecutrve Oflicer 



Exhibi t31 1 

CERTIFICATION 

I. Thomas M Lord cenify that 

I 

Z 

I hake rewewed t h n  quanerlv repon on Form 10-0 of Allegiance Telecom Inc , 

Based on my knowledge. this quanerly repon does not contain any untrue statement of a material fact or omit to state a 
malerial Sac1 necersaly to make the statements made ~n light ofthe crcumstances under u'hich such statements were made. 
no! misleading with respect to the period covered by this repon. 

Based on my knowledge the financial statements, and other financial information included in this report, fairly present in a11 
matenal respects the financial condition. results ofoperalions and cash flows af rhe  registrant 8s of, and for. the periods 
presented in this repon, 

The reglsliani'i other certifying officrr(r) and I are ierponslble for establishing and maintaining disclosure controls and 
procedures (asdefined 10 Exchange Act Rules 13a- lXe)  and 15d-I5(e)) forthe registrant and have 

(ai  

3 

4 

Deslgned Such disclosure controls and procedures, or caused such disclosure  control^ and procedures to be designed 
under our supervision. to ensure that matenal information relating to the registrant. including 11s consolidated 
subsidiaries 1s made known 10 us by others within those enmes. panicularly durlng the period ~n which this repon 
IS being prepared. 

Evaluated the effectiveness ofthe regirtrant'$ disclosure contrdi and procedures and prerented m this repon our 
E O I I C I U S I O ~ S  about the effectiveness of the disclosure contds  and procedures. as of the end of the penod coxred  by 
this repait hased on such evaluation. and 

Disclmed 10 this repon any change in the registrant's internal control mer  financial reponing that occurred d u m p  
the regirtram s most recent f isca l  quaner (;he registrant's founh f iscal quaner ~n the case of an annual repon) that 
has materially affected. or IS reasonably likely to rnaferiall~ affect. the reelstrant's internal contml over financial 
reponing and 

( h i  

( L )  

6 The reg~rtrant'r other cenlfyng offiicer(s) and I have disclosed, based on our most recent evalnafion of internal EO~ITOI over 
finmcial repomng, to the registrant's auditors and the audit committee of the registrant's board of directors (or persons 
performing the equivalent functions1 

(ai  All sigmficant defictencies and material weaknesses ~n the design or operation of internal control over financlal 
repantng whtch are reasonably hkely to adversely affect the registrant's ability to record, process, Summarize and 
repon financial mfomaoon. and 

Any fraud, whether or not matenal, that IOVOIY~S management or other employees who have a significant role !n the 
registrant s internal control over financial reponing 

(b) 

Date Noremher 19,2003 

I 



Exh,hit 32.1 

SEC rlON 906 CERTlFlCATlON 

The undersged hereby cemfiei. m accordance with I8 U S C I350 as adopted pursuant to Section 906 of the Sarbanes- 
Oxley Act of2002 in his capacity as an officer of Allegiance lelecom Inc (Ihe"Company"), that, to his knowledge !he Quarterly 
Report of the Company on Form I O - Q  for the period ended September 30 2003 fully camplies with the iequiremenls of Secuon I 3 la )  
or  Section IS(d1 of  the Secuiities Exchange Act of 1934 and that the mformatmn contained i n  such repon falrly presents !n a l l  
matenal respects the financial condition and results of operations ufthe Company 

Dated November 19 2003 BY 

I s /  ROYCE J HOLLAND 
Name Royce J Holland 

Title Choirmon and Chte/Erecum c Oflicu 

I 



Exhibit 32.2 

SECTION 906 CERTIFlCATIOh 

The undersigned hereby cenilies. in accordance with I8  U S C 1350. as adopted pursuant to Section 906 of the Sarbanes- 
Oxley Act of 2002. tn his capaaty s an officer of Allegiance Telecom. Inc (the "Company"). that. 10 his knowledge the Quanerly 
Repori of the Company on Form IO-Q far the period ended September 30 2003 fully compher w t h  the requuemenu of Serum \)(a) 
or Section 15Idl ofthe Securities Exchange Act of 1934 and that the information contained in such repon fairly presents. m a l l  
material respects. the financial condition and results of operations of the Company 

Uvfed hovernber 19, 2003 

/%'THOMAS M LORD 
Name Thomas M Lord, 

Title EWCUIZW Vtcr Prcwden! ol Curpomie 
Drvrloprnmr ond Chrrl Fmonciol Ollicr, BY 

I 


